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Materiality Guidelines for 
Changes in Accounting 
Principles
By Charles Jordan, James Henderson, Gus Gordon
Materiality is an important concept to accountants. In 
audit planning, materiality levels are set for detecting errors 
and irregularities. Proposed audit adjustments to financial 
statements are made only if such adjustments are material. 
Footnote disclosures are written to include material items 
only. An auditor’s report is an attestation that, in the auditor’s 
opinion, the financial statements are free of any material 
omissions or misstatements. Accounting methods specified 
in authoritative pronouncements apply only if their effects 
are deemed material. Based on the pervasive use of the 
materiality concept by accountants, one might assume that 
materiality guidelines are well defined in the accounting 
literature. This, of course, is not the case — at least not in 
the United States. As Selley [1984, p. 9] notes, “the U.S. 
accounting profession has hesitated to go as far with respect 
to the quantification and rules of thumb as other professional 
bodies (i.e., Canada, United Kingdom, Australia, and New 
Zealand) have in their accounting pronouncements.”
Even though the Financial Accounting Standards Board 
(FASB) does not provide a general set of materiality guide­
lines, it does supply materiality levels for a few specific items. 
For example, Statement of Financial Accounting Standards 
(SFAS) No. 14 provides specific materiality guidelines for 
determining reportable business segments. Also, Account­
ing Principles Board (APB) Opinion No. 15 states that the 
reduction of earnings per share caused by potentially 
dilutive securities is not material if it is less than 3 percent in 
the aggregate. These specific-item materiality levels were 
established to provide consistency in the application of these 
accounting standards. If materiality guidelines improve the 
consistency of accounting information one wonders why 
they are not used on a larger scale.
In 1975, the FASB actually began investigating the 
possibility of developing general materiality criteria that 
could be used in various circumstances. The project started 
with the issuance of a Discussion Memorandum (DM), 
“Criteria for Determining Materiality.” Based on the 
profession’s response to the DM, however, the FASB 
concluded that general standards of materiality are not 
feasible. This opinion is expressed in the FASB’s Statement 
of Concepts No. 2 [1980, papa. 1311 where the Board states 
that its “present position is that no general standards of 
materiality could be formulated to take into account all the 
considerations that enter into experienced human judg­
ment.” The Board does provide a very general definition of 
materiality in Concept No. 2 [para. 132]. An item is deemed 
to be material if the correction or inclusion of the item in the 
financial statements would have a probable impact on a 
user’s judgment.
In the absence of authoritative materiality guidelines, 
which is most of the time, accountants often use their own 
rules of thumb. Even though the decision concerning 
materiality is situation specific and depends on many factors 
(including the nature of the item and size of the entity), rules 
of thumb such as the following are often used:
• 10%-15% of average net income after taxes for the three to 
five most recent years
• 5%-10% of the current year’s income from continuing 
operations before taxes
• .5%-2% of total revenue or total assets
• l%-2% of owners’ equity
One area where the concept of materiality has direct 
application is the disclosure of changes in accounting 
principles required by APB Opinion No. 20. The APB did not 
provide specific materiality guidelines for disclosing these 
changes. This article presents information on materiality 
levels practitioners are currently using in disclosing changes 
in accounting principles; these levels can be used as guide­
lines by accountants in applying APB Opinion No. 20.
Reporting Changes in Accounting Principles
APB Opinion No. 20 defines a change in accounting 
principle as a change from one generally accepted account­
ing principle to another generally accepted accounting 
principle. Usually, the cumulative effect of changing prin­
ciples is disclosed on the face of the income statement in the 
year of the change. However, this separate disclosure is 
required only if the effect of the change is material. Accord­
ing to the APB, disclosure is required:... If a change ... has 
a material effect on income before extraordinary items or on 
net income of the current period before the effect of the 
change ... [or] has a material effect on the trend of earnings
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... [APB Opinion No. 20, para. 38].
Thus, the APB did provide some 
general guidance by tying materiality 
to one of the following three bases: 
income before extraordinary items, 
net income before the effect of the 
change, or the trend of earnings. 
However, APB Opinion No. 20 did not 
establish a threshold for materiality. 
That is, no explicit quantitative 
guidelines, such as 10 percent of 
income before extraordinary items, 
were set by the pronouncement.
Therefore, an accountant is required 
to identify a material accounting 
change using a threshold set by 
individual judgment. While it is 
generally recognized that materiality 
judgments should not be restricted by 
rules of thumb, in a litigous society 
this recognition does not always 
provide enough comfort in difficult 
situations. In addition to providing 
accountants with added comfort with 
their decisions, such rules of thumb 
can increase the reliability of financial 
information by helping to ensure that 
different accountants will react the 
same way in similar situations. For 
these reasons, data were gathered and 
analyzed for the purpose of using the 
collective judgment of others to 
provide more direct guidance in 
applying APB Opinion No. 20.
Developing Materiality 
Guidelines
To determine the materiality levels 
currently being used for disclosing 
changes in accounting principles, the 
1988 year-end financial statements of 
all firms included in Moody’s Indus­
trial Index were examined. Of the 
approximately 1,800 firms examined, 
163 (9.1 percent) disclosed the 
cumulative effects of changes in 
principles on their income statements 
for the 1988 year-end.
Since APB Opinion No. 20 requires 
firms to make a separate disclosure of 
changes in principles only if such 
items are material, it was assumed that 
all amounts disclosed had been judged 
material by the firms’ accountants. If 
the amounts had been deemed 
immaterial, the changes in principles 
would not have been given separate 
disclosure on the face of the income 
statement.
To evaluate the materiality levels 
used by those firms that reported a 
change in principle, various materiality 
measures were examined for each 
firm. For each of the 163 firms, the 
following materiality bases were 
obtained:
1. Current year’s income before 
extraordinary items
2. Average income before extraordi­
nary items for the three most recent 
years
3. Current year’s income before the 





The first three measures were 
included because they were specifi­
cally mentioned in APB Opinion No. 
20. The last four measures are com­
monly used materiality bases and were 
included to provide a wider variety of 
materiality bases. The APB’s sug­
gested bases all centered around 
income; however, because of the 
potential volatility of income, accoun­
tants often use more stable bases (e.g., 
total assets) in making materiality 
decisions. Thus, data were collected 
on bases in addition to those specified 
by the APB.
The cumulative effect of the change 
in principle as a percentage of each of 
the above seven bases was computed 
for each firm in the sample. For each 
of the seven groups of percentages, a 
median was determined for the entire 
sample of firms. The median is simply 
the middle value in an array of items 
and, when dollar values are involved, is 
generally considered more representa­
tive of a group than is the mean. The 
mean can be unduly influenced by a 
few very large or small values; the 
median is affected very little by these 
extreme values. The medians for the 
seven materiality bases are shown in 
Table 1.
These medians provide surrogates 
Table 1
Median Materiality Levels for 
Changes in Principles
Change in Principle as a
Materiality Base ________________________ ________ Percentage of Base
Current year’s income before extraordinary items...................................... 18.83%
Average income before extraordinary
items for the three most recent years............................................................27.48%





for the materiality thresholds used by 
the group as a whole. Since firms 
disclose only the effects of changes in 
principles that are equal to or above 
their own materiality thresholds, the 
medians will be somewhat higher than 
the true materiality thresholds for the 
group (assuming such thresholds 
exist). Still, the median percentages 
provide an indication of the materiality 
levels disclosed by the profession as a 
whole.
APB Opinion No. 20 did indicate 
that a change might be deemed 
immaterial in the current year but still 
be disclosed because it is expected to 
have a material impact on future 
periods. The assumption was made in 
the present study that the majority of 
firms that disclosed changes in 
principles did so because of the impact 
on the current period. No attempt was 
made to identify those firms that might 
have disclosed changes for their 
expected future effects because it was 
felt the number of firms would be so 
small as to not effect significantly the 
medians for the current period.
Using the Materiality 
Guidelines
The medians displayed in Table 1 
are not intended to replace an 
accountant’s judgment. Obviously, 
many of the firms in the sample 
disclosed changes in principles at 
materiality levels well below the 
medians shown in Table 1. For 
example, the median percentage for 
income before extraordinary items 
was 18.83 percent with the low end of 
the range being 1.28 percent. The 
percentages for the other materiality 
bases also ranged widely and exhibited 
little clustering. Thus, there appears to 
be a great deal of inconsistency in the 
materiality judgments made in current
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Table 2
Median Materiality Levels for Changes in 
Principles with Groups Subdivided by Size
Change in Principle as 
a Percentage oe Base
Materiality Base________________ _______ Sales < $1 bil. Sales > $1 bil.
Current year’s income
before extraordinary items.............................. 21.53%.............................14.67%
Average income before extraordinary items 
for three most recent years............................27.63%...........................23.32%
Current year’s income before the effect 
of the change in principle...............................17.93%........................... 18.74%
Net sales.......................................................................77%................................59%
Net income.............................................................. 18.79%........................... 13.01%
Total assets...................................................................89%................................69%
Owners’ equity..........................................................2.31%.............................2.77%
practice. As summary measures for 
the entire group of firms, the median 
percentages in Table 1 provide a 
means of both improving the consis­
tency of materiality judgments as well 
as reducing the risk associated with 
such judgments.
For example, assume a firm has 
changed its method of depreciation for 
a certain class of assets. The firm’s 
accountant knows that this qualifies as 
a change in accounting principle but 
feels the cumulative effect of the 
change may not be material enough to 
warrant separate disclosure on the 
face of the income statement. The 
cumulative effect of the change is 8.5 
percent of the current year’s income 
before the effect of the change and .43 
percent of total assets. Table 1 shows 
that the median amounts for the 
sample companies are greater (i.e., 
18.60 percent and .86 percent for 
income before the effect of the change 
and total assets, respectively). 
Knowling this, the accountant might 
conclude that the effect of the firm’s 
change in principle is indeed immate­
rial and that separate disclosure is not 
required. Of course, the accountant 
might also wish to consider all the 
materiality bases before making the 
final decision. In this hypothetical case, 
the accountant actually makes the 
decision; the information in Table 1 
simply provides additional input for, 
and comfort with, the particular 
decision reached.
The risks or consequences of 
omitting a material item increase as 
the size of the firm increases. This is 
because more users rely on the 
financial statements of a larger firm. 
Thus, materiality levels for larger firms 
are often set at lower percentages than 
for smaller firms.
The sample in this project included 
firms of widely varying sizes; sales for 
the companies ranged from a low of 
$5.1 million to a high of $59.7 billion. 
To make the information on material­
ity levels more useful, the sample was 
divided into two subsamples using 
sales as the measure. Firms with sales 
of less than $1 billion were placed in 
one group while those with sales 
greater than or equal to $1 billion were 
placed in the other group. Any cutoff 
point would have been arbitrary; this 
particular one was chosen simply to 
isolate the truly large firms. This 
subdivision resulted in 113 companies 
in the group of smaller firms and 50 
companies in the group of larger firms. 
The median materiality thresholds for 
the two groups are shown in Table 2.
Table 2 reveals that materiality 
thresholds do tend to decrease as the 
size of the firm increases. For five of 
the seven materiality bases, the 
median materiality thresholds are 
lower for the group of large firms. For 
two bases, income before the effect of 
the change in principle and owners’ 
equity, the median materiality levels 
are lower for the group of small firms; 
however, the differences between the 
medians for these two bases are slight. 
Thus, overall, materiality levels seem 
to be set at lower levels for larger 
firms. Again, the thresholds in Table 2 
are not intended to replace profes­
sional judgment, but they do provide 
useful information for making material­
ity decisions concerning the disclosure 
of changes in accounting principles.
Summary and Conclusion
It is both the FASB’s and the 
profession’s belief that general 
quantitative guidelines applicable for 
various circumstances are not feasible. 
There are too many qualitative factors 
that enter into human judgment for 
such wide-ranging guidelines to be 
useful. However, rule of thumb 
materiality guidelines are often used in 
practice as one of the many factors that 
enter into individual materiality 
decisions.
One important area where accoun­
tants must make materiality judgments 
is in disclosing the effects of changes 
in accounting principles in accordance 
with APB Opinion No. 20. Since the 
authoritative pronouncements do not 
provide specific materiality levels in 
this area, accountants are “on their 
own.”
This article has provided materiality 
guidelines for disclosing changes in 
accounting principles based on 
amounts currently being disclosed in 
practice. The guidelines are not 
intended to replace an accountant’s 
judgment, but to improve the consis­
tency of financial reporting as well as 
provide the accountant with more 
comfort or satisfaction in the particular 
decision.
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